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Agricultural Growth.... 


And the Rural Economy 


ARMING HAS BECOME highly integrated 

part the general economy. Thus, non- 
farm economic activity many rural areas 
changing along with the changes the 
agricultural industry. Many business firms 
that flourished prior and during World 
War have been influenced significantly 
because changes farm activities. Busi- 
nesses that have adapted these changes 
have been able expand. Others, less able 
adapt innovation, have not been able 
develop and grow. 

The trends agriculture have influenced 
the relative amounts farm income spent 
for production costs and for family consump- 
tion. relatively large increase production 
expenses has caused net farm income de- 
cline during the period since World War II, 
despite the fact that gross farm income has 
increased. This trend would suggest that the 
volume business done firms providing 
consumption goods and services for farm 
people has not expanded the same extent 
has the volume done firms that provide 
certain types production items. the 
number businesses providing consumer 
goods farmers has not declined propor- 
tion net farm income, the trends income 
and costs indicate that these agencies either 
must depend greater extent nonfarm 
income subsist lower volume busi- 
ness. will the purpose this article 
point out some the major trends farm- 
ing during the postwar period and suggest 
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some influences these trends have had the 
rural economy. the extent that general 
economic activity dependent the rural 
economy, these influences can traced 
through the urban economy. However, this 
aspect the problem will not analyzed. 


Income and Costs 


Aggregate farm expenditure patterns tend 
determined farm incomes, which 
may measured different methods. Farm 
income data are available gross, cash 
receipts, and net basis. Furthermore, gross 
and net farm income figures usually are com- 
puted two ways. one, inventory change 
included, while the other, excluded. 
inventory change excluded, the terms 
realized gross and realized net income are 
used. this analysis, realized gross and real- 
ized net farm income are used since they 
reflect farm spending power more accurately. 

Much publicity has been given the de- 
clining purchasing power farmers during 
the postwar period. Actually, total purchasing 
power farmers has trended upward slightly 
during this period, but substantially larger 
proportion this purchasing power has been 
needed pay for production expenses which 
have increased much more rapidly than real- 
ized gross farm income. Thus, realized net 
income has declined substantially. 

The accompanying chart indicates that 
realized gross income farmers the United 
States during the postwar period has varied 
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from low $31.8 billion 1949 high 
$38.3 billion 1958. Although there has 
been considerable variation from year year, 
the trend has been upward. Production ex- 
penses farmers have been increasing rather 
persistently and rapid rate, varying from 
low $17.2 billion 1947 high $26 
billion 1959. With production expenses in- 
creasing much more rapid rate than real- 
ized gross income, realized net income de- 
clined sharply. Aggregate realized net income 
fluctuated between high $16.8 billion 
1947 and low $11 billion 1959. will 
pointed out subsequently, these trends 
have many implications insofar economic 
activity rural areas concerned. 

Many farm people, addition the in- 
come received strictly from farm operations, 
also receive substantial supplementary income 
from nonfarm sources. During the postwar 
period, the income farm people from non- 
farm sources varied relative importance 
from low about one fourth net farm 
income 1948 high about one half 
net farm income 1956. The trend in- 
come earned farm people from nonagri- 
cultural sources has been rather persistently 
upward per capita basis. Its relative im- 
portance has varied substantially because 


the wide variation net farm income. Non- 
farm income earned farm people, how- 
ever, has contributed significantly the 
maintenance higher level expenditures 
well their increased stability rural 
areas. 


Composition Farm Costs 


One the major changes brought about 
technological innovation agriculture has 
been the substitution purchased inputs for 
inputs formerly produced the farm itself. 
study made Scofield and Barton, the 
Department Agriculture, indicates 
that there has been little change the total 
quantity inputs used agriculture during 
the postwar period; the increase from the 
1947-49 period the 1956-58 period amount- 
cent labor inputs during this period was 
offset the following increases inputs: 
real estate, per cent; power and machinery, 
per cent; feed, seed, and livestock pur- 
chases, per cent; fertilizer, per cent; 
and miscellaneous, per cent. Thus, the de- 
cline labor inputs, which are primarily 
nonpurchased agriculture, was offset 
the substitution purchased inputs. This 
verified the fact that purchased inputs 
used farmers increased per cent during 
the period from 1947 1958. 

Despite the relative stability total inputs 
used agriculture, farm production during 
the postwar period increased about per 
cent. This indicates that productivity was in- 
creased substantially the changed com- 
bination inputs brought about largely 
technological innovation. 


Prices and Farm Costs 


addition the changing quantities 
the different inputs used, trends the prices 
paid for these inputs have varied widely. 
Thus, any effort measure the impact 
farm costs the rural economy, consideration 
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must given prices paid well quan- 
tities each the inputs that were used. 

Wage rates paid farmers increased 
about per cent from 1947 1958. The 
amount hired labor used during this same 
period declined per cent. Thus, even 
though the amount hired labor used was 
reduced, total hired labor costs increased be- 
cause the sharp increase wage rates. 

Prices paid farmers for power and ma- 
chinery also increased sharply during the 
postwar period. Prices paid for motor sup- 
plies such fuel, oil, tires, batteries, and 
spark plugs increased per cent from 1947 
1958. Farm machinery costs increased 
per cent and prices for motor vehicles rose 
per cent during the same period. Thus, 
total farm expenditures for power and ma- 
chinery have more than doubled during this 
period, consideration given both the 
increased quantity used and the increase 
prices paid. 

The prices paid farmers for feed, seed, 
and livestock are largely determined the 
prices farmers receive for these products, 
since the basic raw materials used are farm- 
produced. Prices received farmers during 
the 1947-58 period fluctuated widely and 
general trended downward. Both these in- 
fluences are reflected the prices paid for 
feed, seed, and livestock. Since the cost 
the raw material important element 
the total price for these items, possible 
for prices paid for these items decline 
despite increased costs for processing, trans- 
porting, and marketing. 
prices were relatively low 1947 and rela- 
tively high 1958, prices paid farmers for 
livestock increased about per cent from 
the beginning the end the period. 
the other hand, prices paid for feed declined 
per cent and seed prices dropped per 
cent during the same period. view the 
wide variation prices paid for these items 
during the 12-year period for which data are 
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available, difficult measure the influ- 
ence changing prices the trend total 
expenditures for this category inputs. How- 
ever, total expenditures for these items 
1958 were more than third higher than 
1947 because the increased volume in- 
puts used. 

Prices paid farmers for fertilizer have 
been more nearly stable than prices most 
other major items farmers buy. Fertilizer 
prices the end the 12-year period were 
per cent above the levels prevailing its 
beginning. All the rise occurred during the 
first half the period. During the last half, 
prices showed tendency decline. The 
moderate increase prices paid, combined 
with the large increase quantity used, indi- 
cates that total expenditures for fertilizer 
about doubled during the period. 

Although real estate dominates the asset 
structure agriculture, becomes rela- 
tively minor factor considered from the 
viewpoint providing inputs for farm pro- 
duction. Real-estate inputs any given year 
consist chiefly the dollar value interest 
investment real estate and depreciation 
and repairs buildings, fences, and other 
real-estate improvements. These inputs ac- 
count for approximately per cent the 
total inputs used agriculture. With the 
dollar value farm real estate having in- 
creased about per cent from 1947 1958, 
the cost real-estate inputs would have in- 
creased approximately this amount. 
large proportion these inputs, however, 
would nonpurchased nature, since 
they would heavily weighted interest 
investment. 

Taxes and other farm costs miscellane- 
ous nature also have increased price. Farm 
real-estate taxes have doubled since 1947, but 
prices most other miscellaneous items have 
not increased this much. However, with 
per cent increase the physical volume 
these miscellaneous items used, total ex- 
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penditures for these items probably have al- 
most doubled. 

Although the previous estimates are some- 
what rough, they are useful for indicating 
trends farm costs and the changing rela- 
tive importance the different inputs used 
farmers. Both these items have had 
profound influence the rural sector the 
American economy. 


Impact Rural Economy 


There are various methods which the 
impact the changing structure agricul- 
ture the rural economy can assessed. 
measured terms numbers farm 
customers, relative growth, net farm in- 
come, contribution total eco- 
nomic activity has been declining. the 
other hand, measured terms output 
gross income, agriculture’s contribution 
has been increasing, even though the rate 
growth has not been spectacular for 
some other sectors the economy. 

Along with the substitution capital for 
labor, the number farms the United 
States has been declining—decreasing one 
fifth during the postwar period. Thus, the 
rural sector the American economy has sub- 
stantially fewer farm customers now com- 
pared with 1947. 

Historically, the relative contribution 
agriculture total economic activity also has 
been declining. realized gross farm income 
percentage gross national product 
contribution total economic activity, its im- 
portance declined from per cent 1947 
per cent 1958 and about per cent 
1959. The reason for the decline relative 
importance that gross national product 
has increased much more rapidly than has 
gross farm income during this period. Meas- 
ured actual dollars, gross national product 
almost doubled from 1947 1958 and 
1959 was more than twice the 1947 level. 


Gross farm income also increased this pe- 
riod, but only about tenth. 

pointed out previously, the rapid in- 
crease production expenses caused realized 
net farm income decrease substantially 
despite upward trend gross farm in- 
come. However, per capita purchasing power 
farm people, measured actual dollars 
net-income basis, was more nearly main- 
tained because the decline numbers 
farmers and the increase income farm 
people from nonagricultural sources. 

These trends indicate that business firms 
that service farmers have been dealing with 
declining number farmers customers. 
does not mean, however, that the total 
volume farm business has been declining, 
for has been increasing because the rapid 
rate growth farm costs. Total farm pro- 
duction expenses increased per cent from 
1947 1958 and, 1959, were more than 
per cent above 1947 levels. Expenditures 
per farmer for production goods and services 
have been increasing substantially more 
rapid rate than the number farmers has 
been declining. Thus, business firms provid- 
ing the goods and services that farmers use 
with today’s technology should doing 
increasing volume business with smaller 
number customers. 

Under conditions such these, competi- 
tion for customers usually intensifies. pro- 
viding relatively large volume business 
fewer customers, firm usually able 
furnish better service sell lower cost 
than the same volume were handled with 
substantially larger number customers. 
business firm selling $1,000 worth produc- 
tion goods and services one farmer usually 
can substantially lower cost than 
can sell the same amount several farmers. 
Thus, firms compete for the larger farm ac- 
counts selling lower cost, providing 
additional service with the goods and services 
sold, combination these methods. 
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illustrate, studies made the relation- 
ship between size farm loans made 
commercial banks and interest rates all indi- 
cate that smaller size notes, average, 
bear higher interest rates than large 
notes. study farm loans commercial 
banks the Tenth Federal Reserve District 
1956 showed that interest rates nonreal- 
estate farm loans varied from average high 
7.7 per cent for notes from $250-$499 
size average low per cent for loans 
$100,000 and over size. Although num- 
ber other factors such purpose and net 
worth probably influenced the relationship 
between size and interest rate, when notes 
were broken into size groups within each 
these categories, there continued signifi- 
cant variations interest rates size group. 
This expected, since lender can 
make large loan one individual about 
the same operating cost could make 
loan that smaller size. Thus, able 
provide better rate the larger loan and 
better job servicing it. The same situ- 
ation applies most other firms that provide 
goods and services farmers. 

This development toward intensification 
competition for the business farmers who 
operate commercial scale having 
varied impact different sectors the 
rural economy. Obviously, this type eco- 
nomic environment, the aggressive, well-man- 
aged firms tend acquire increasing pro- 
portion the Farmers 
currently are operating under conditions 
intense price-cost squeeze. Thus, farmers who 
are good managers are constantly looking for 
methods reducing costs. The firms that are 
able provide farmers with the best goods 
and services lowest cost tend acquire 
increasing proportion the farm business. 
they obtain relatively larger proportion 
the total farm business, other firms that are 
unable compete, for one reason another, 
find that their volume business declining 
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—in some cases point where they 
longer can operate effectively. 

With this type intensified competition, 
farming also becomes more highly integrated 
part general economic activity. becomes 
increasingly difficult divide the economy 
into the agricultural and nonagricultural sec- 
tors. new and frequently more compli- 
cated techniques are adopted for producing 
farm commodities more efficiently improv- 
ing their quality, closer coordination neces- 
sary among farmers, their suppliers, and their 
marketing agencies. These developments are 
largely responsible for many the basic 
changes occurring the rural economy. The 
trend toward vertical integration and contract 
farming all probability outgrowth 
these basic changes the farming industry 
which are reflected the changing farm cost 
structure. assumed that these same 
basic changes farming will continue 
occur the future, likely that competi- 
tion among firms that business with farm- 
ers will continue severe. Under these 
circumstances, probable that the rural 
economy will have declining number 
firms doing increasing aggregate amount 
business. Whether the firms that survive 
are individual proprietorships, corporations, 
cooperatives probably will determined 
largely the quality management. 


for 
Firms Serving Rural Areas 


Firms serving rural areas must continue 
adapt the changing needs farmers for 
goods and services. pointed out previously, 
the kinds production items needed 
farmers are changing rapidly. Labor and land 
are relatively less important inputs today than 
they were previously. Therefore, firms that 
were needed for servicing these inputs the 
past are not needed the same extent today. 
The use some capital inputs such horses 
also has become almost extinct during the past 
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quarter century. Thus, harness shops and 
similar types business have almost disap- 
peared from the rural economy. 

the other hand, the amounts other 
inputs used, such machinery, petroleum 
products, fertilizer, other chemicals, biological 
supplies, purchased feeds, and electricity, 
have increased substantially. Firms providing 
such functions management, rental, and 
accounting service also have been able ex- 
pand their volume business substantially. 

Between the two extremes, there rela- 
tively large volume farm business tied 
closely expenditures made farmers 
which have remained more nearly stable. Ex- 
penditures farmers for consumer goods 
probably can classified this category. 
Expenditures this type are more closely re- 
lated realized net farm income and income 
earned farmers from nonfarm sources than 
they are the aggregate volume farm pro- 
duction expenses realized gross farm in- 
come. Although aggregate realized net farm 
income has declined substantially from the 
favorable levels the late and early 
part this decline was offset in- 
creased income farmers obtained from 
nonagricultural sources. Furthermore, realized 
net farm income during the immediate post- 
war period was relatively favorable levels 
because unusual set circumstances. 
Many farmers realized this and did not in- 
crease their expenditures for consumer goods 
the extent that the increased net incomes 
this period otherwise would have justified. 

Finally, should pointed out that cer- 
tain sectors the rural economy are more 


dependent volume output for their busi- 
ness than they are farm production ex- 
penses. This would true most firms that 
purchase, store, process, and transport farm 
products. Farm output has increased about 
per cent from 1947 the present time. Thus, 
firms that are engaged businesses related 
handling farm output have about per cent 
more volume handle compared with the 
immediate postwar period. addition the 
larger volume, increasing amount serv- 
ices being added farm products before 
they are sold the ultimate consumer. 

summary, should emphasized that 
the rural economy continues grow viewed 
terms aggregate volume business done, 
output, production expenses. The rate 
growth varies widely, depending which 
particular category measurement used. 
Agriculture’s contribution the rural econo- 
declining only relative the rate 
growth total economic activity, meas- 
ured terms numbers individuals en- 
gaged farming and the trend net farm 
income. Even measured these terms, 
should not forgotten that much, not all, 
its declining importance recent years 
can attributed the trend which caus- 
ing farming to.become more highly inter- 
related part total economic activity. Many 
the goods and services formerly provided 
the farm itself have been shifted nonfarm 
sectors the economy. Furthermore, much 
the storing, processing, and handling 
farm products—which formerly was done 
the farm—also has been transferred the 
nonfarm sectors the economy. 


BANK 
REACTIONS 


uRING 1959, and certain other recent 
years, the prices outstanding Gov- 
ernment securities, other than short-term 
issues, declined markedly heightened de- 
mands for borrowed funds brought 
upward movement interest rates. Since 
banks group hold sizable amounts 
intermediate- and long-term Government is- 
sues, significant reductions the market 
values bank portfolios occur when interest 
rates rise abruptly. 

The reaction banks changing prices 
the securities they hold important, both 
from the viewpoint bank’s own profit- 
ability and from the viewpoint the opera- 
tion restrictive monetary policies. Declin- 
ing prices Government securities tend 
reduce the willingness banks extend 
additional loan credit, and are therefore 
integral part the operation restrictive 
policies. But the precise implications 
decline the market values bank in- 
vestment portfolios have been matter 
debate. Few would argue with the proposi- 
tions that declining market value bank’s 
investments, which serve partly liquidity 
reserves, tends inhibit sales Government 
securities finance expansion loan 
portfolios and that rising market yields en- 
courage banks hold Government securi- 
ties. However, there considerably less cer- 
tainty concerning the validity third propo- 
sition—that banks are quite reluctant sell 
securities when market values have declined 
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Losses 


because they wish avoid showing the 
losses their books. the extent that banks 
refuse sell securities because market values 
are below book values, they are sometimes 
said “locked in” their existing invest- 
ment portfolios. 

The first part this article deals with the 
logic the “lock-in” argument applies 
commercial banks. The second section 
presents certain data that throw light the 
actual behavior banks the face the 
1959 decline the market values their 
Government securities portfolios. 


Reasoning Behind the Argument 


Since Government securities are carried 
banks cost (less amortized premium and 
valuation reserves some cases), decline 
their market value not recorded the 
banks’ books unless the securities are sold. 
believed that bankers dislike showing 
securities losses their books for number 
reasons. These reasons range from de- 
sire refrain from recording losses because 
they may mistaken depositors others 
evidence poor management, the 
more concrete reason that advantageous 
for banks maximize the current rate 
accumulation capital, surplus, and undi- 
vided profits accounts. 

The accumulation these accounts may 
important because certain bank regulations 
are related their size. For example, the 
aggregate amount real-estate credit ex- 
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tended national bank cannot exceed 100 
per cent its unimpaired paid-in capital and 
surplus, per cent its time deposit 
liabilities, whichever greater. Similarly, the 
maximum amount that national bank can 
loan any one borrower limited, with 
minor exceptions, per cent its capital 
and surplus accounts. bank that wishes 
increase its loan limits may wish avoid the 
recognition losses that would result from 
selling securities depressed markets be- 
cause such “book loss” would retard the 
current rate which undivided profits ac- 
cumulate and can transferred capital 
and surplus accounts. 

However, against such possible advantages 
maintaining the book value its invest- 
ment portfolio must weighed two disad- 
vantages, both which may significant 
certain situations. 


Logical Arguments for Portfolio Flexibility 


For the purposes portfolio management, 
the prices which present holdings Gov- 
ernment securities were acquired irrelevant 
the determination whether present se- 
curities portfolios constitute the optimum use 
the funds represented their market 
values. bank can increase its ultimate 
earnings selling the securities presently 
held and employing the proceeds the sale 
another use, makes distinct sacrifice 
refraining from making the switch. Thus, 
for example, two Government securities 
similar characteristics should have unequal 
yields maturity, computed the basis 
their market prices, bank holding the se- 
curity with the lower yield could increase the 
future income its portfolio switching 
its funds the higher yielding issue. This 
would true regardless the effect the 
switch the book value its investments. 

the same basis, can argued that 
bank need not deterred from expanding its 
loan portfolio simply because losses are real- 


ized when securities are sold raise funds for 
the loan expansion. Such losses have been suf- 
fered whether not the bank shows them 
its books; decline the market value se- 
curity holdings fact that cannot avoid- 
refraining from selling the issues. 

bank maximize the earnings its 
investible resources, the relevant question 
determining whether should continue 
hold any security now owns whether, 
held funds equal the market value its 
holdings the security rather than the se- 
curity itself, could find more attractive 
alternative use for the funds. so, the present 
pattern investments can improved upon 
selling the security question and putting 
the funds into the more attractive alterna- 
tive uses. The only exception this logical 
rule profit-maximizing portfolio manage- 
ment involves the trading cost switching 
investments. Switches from one use funds 
another would not justified the ad- 
vantage the switch, terms increased 
bank earnings, were marginal 


completely offset the cost making the 
change. 


Tax Treatment Bank Securities Losses 


addition the fact that unwilling- 
ness engage market transactions Gov- 
ernment securities because their prices are 
depressed may stand the way achieving 
the most profitable use investible resources, 
the tax treatment securities losses realized 
banks may provide important stimulus 
for establishing such losses market trans- 
actions. Although banks are, like other tax- 
payers, allowed treat profits the sale 
Treasury securities (other than discount 
obligations, such Treasury bills) capital 
gains for tax purposes, they are permitted 
treat net losses Government securities 
any given year stock-in-trade losses. This 
means that they may deduct net losses from 
ordinary income for that year without limit. 
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Other corporate investors for whom such Gov- 
ernment securities are classified capital as- 
sets are allowed only offset capital losses 
against capital gains. Noncorporate investors 
are, general, allowed deduct net losses 
from ordinary income only maximum 
$1,000 any given year, with the privilege 
carrying unused losses forward over 
year period. 

Because the unlimited deductibility feature 
the income tax law applies banks, 
the principles governing the advisability 
bank transactions that establish securities 
losses differ from those applied investors 
subject restricted deductibility. The ordi- 
nary investor who incurs sizable losses se- 
curities classified capital assets well 
advised realize them through market trans- 
actions during year which realizes 
capital gains, able offset his 
losses against his gains. bank has the more 
attractive alternative taking 
losses years other than those which 
gains are realized. For bank with net taxable 
income exceeding $25,000, after-tax losses are 
equal only per cent the amount 
losses recorded when the losses are deducted 
from ordinary income, but are equal 
per cent the amount losses recorded 
when the losses are offset against long-term 
capital gains. 

For example, the end 1959 bank 
held per cent Treasury notes maturing 
February 1963 that had been acquired par 
value when they were issued, the bank could, 
selling the securities the December 
market price $92.875 per $100 par value, 
establish loss $7.125 per $100 par value 
the notes held. long the 
securities losses exceeded its gains, could 
deduct the loss from ordinary income. The 
result would lower net income subject 
tax the per cent rate (assuming net 
taxable income exceeds $25,000), reducing 
the bank’s tax liability per cent the 
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amount losses established. The tax saving 
would then available for current invest- 
ment. Supposing that the bank held mil- 
lion par value these notes, could, es- 
tablishing $71,250 loss them, increase 
the market value its holdings securities 
$37,050 (52 per cent $71,250) re- 
invested both the proceeds the sale and 
the tax saving. However, should the bank 
have experienced long-term capital gains suf- 
ficient cover its securities losses during the 
taxable year question, the loss the Treas- 
ury notes would have offset against the 
gains. Since long-term gains are taxable 
maximum rate per cent, the reduction 
the bank’s current tax liabilities due the 
$71,250 loss would only $17,813. 

Thus while always possible for bank 
reduce its current tax liabilities realizing 
securities losses, the net tax advantage re- 
cording the loss considerably greater when 
can deducted from ordinary income, 
which means that securities losses lead 
greater tax saving they are established dur- 
ing years which long-term capital gains are 
not realized. 


Developments During 1959 


The advantages that may derive from liqui- 
dating securities, both order transfer 
funds into more profitable uses and realize 
the tax savings made possible the establish- 
ment losses Government securities dur- 
ing year generally falling securities prices, 
would seem constitute important de- 
terrent maintaining book values securi- 
ties avoiding market sales. During 1959, 
financial developments were such put 
the strength “lock in” severe test. 

the first place, mounting loan demands 
during the year provided strong inducement 
for banks, most which experienced pres- 
sures their reserve positions throughout 
1959, liquidate Government securities 
order expand their loan portfolios. Offset- 
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ting this inducement, and tending retard 
shift from Government securities into loans, 
were the reduced value liquid assets held 
banks that ensued from the decline the 
market prices Treasury issues, and the 
more less steadily increasing return that 
could obtained Government securities. 
addition, any reluctance banks might have 
recognizing securities losses their books 
may have played important part deter- 
ring loan expansion during 1959. These losses 
were particularly important the case 
longer-term Treasury securities such the 
per cent Treasury bonds maturing Sep- 
tember 1972, which banks across the Na- 
tion held well over billion par value the 
beginning the year. The quotation this 
bond fell all-time low $79.3125 per 
$100 par value December 30, 1959, down 
from bid price $85.5625 the last day 
1958. the “lock-in” effect was important 
factor, banks that wished expand loans, al- 
though they did not feel their liquidity posi- 
tions were being strained, might still have 
been unwilling liquidate Treasury securi- 
ties which prices had fallen sharply be- 
cause the book losses that such transactions 
would entail. 

While aggregate figures for all banks the 
Nation show that they did indeed liquidate 
substantial amounts securities which 
prices had fallen significantly, this fact cannot 
interpreted indication that the “lock- 
in” effect was unimportant. might that, 
although banks were reluctant establish 
book losses, they were willing some 
extent order provide for certain the 
most desirable kinds loan expansion but 
were still much less willing extend loans 
than they would have been the liquidation 
investments could have been effected with- 
out recording losses. 

However, addition the incentive 
shift funds from Government securities port- 
folios loan expansion, there existed the in- 


centive establish securities losses order 
reduce current tax liabilities. Banks that did 
not consider decline book values se- 
curities (as distinct from the unavoidable 
fact the decline their market values) 
particularly undesirable might expected 
establish securities losses through market 
sales Government issues even they did 
not wish reallocate their resources from 
Government securities into loans. This be- 
cause the advantage establishing securities 
losses traces the immediate tax savings 
that result, and the same regardless how 
the funds are employed after the securities 
are sold. 

Thus, bank that considers the advantages 
tax savings obtained realizing losses 
its holdings Government securities out- 
weigh the disadvantages showing the losses 
its books may simply sell off its existing 
holdings and reinvest the proceeds Govern- 
ment Such “tax switching” prac- 
ticed number banks, but evidence 


technical feature undertaking tax switches 
traces the nondeductibility securities losses 
obtained through wash sales. Whether specific trans- 
action constitutes wash sale cannot always 
determined advance specific ruling the 
Internal Revenue Service. general, losses are not 
deductible under the wash sale rule when they are 
established “substantially identical” securities 
which both sales and purchases were conducted 
within 30-day period. However, because the large 
number outstanding Government issues, there are 
many pairs issues that may satisfactory substi- 
tutes for one another terms bank portfolio man- 
agement and that are not held “substantially 
For example, the per cent bonds 
maturing September 1972 and callable Septem- 
ber 1967 have been ruled not identical (for purposes 
the application the wash sale rule) with the 
per cent issue December 1972, callable 
December 1967. The differences between these two 
issues, aside from their months’ difference ma- 
turity, are largely technical nature, and 
general would not such make banks unwill- 
ing switch between them. 


thi 
sel 
es 
Nn 
t 
q 


available bearing directly the extent 
this practice. 


Losses District Banks During 1959 


Figures submitted Tenth Federal Re- 
serve District banks their condition state- 
ments and their earnings and dividends re- 
ports for 1959 provide information that 
helpful gauging the extent which they 
attempted reduce their tax liabilities 
establishing losses Government securities. 
This information turn provides 
insight into the power the “lock-in” effect, 
since banks that establish losses for tax pur- 
poses are clearly not “locked in.” 

examination reports for nearly all 
member banks the Tenth District indicates 
that total 752 banks, 473 established 
net securities losses during the year excess 
per cent the average value their 
investment portfolios shown their con- 
dition reports for December 31, 1958, June 
1959, and October 1959. the remaining 
279 banks, reported net gains securities 
excess .01 per cent their average in- 
vestments the three call dates, while 218 
banks showed net gains losses amounting 
less than .01 per cent the average their 
investment portfolios the three call dates. 
Among the 473 banks showing net losses 
more than per cent, majority (374 
banks) had net losses ranging from .01 
per cent their investment portfolios. Sixty- 
eight banks showed net losses securities 
amounting between and per cent 
average investment portfolios, while banks 
recorded net losses between and per 
cent. The remaining nine banks showed losses 
securities excess per cent their 
average investment portfolios. 

These figures indicate that bank reactions 
the decline the market values their 
Treasury securities were subject extreme 
variation. Although complete examination 
bank’s portfolio and knowledge its 
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market transactions during the year would 
necessary know the precise extent 
which took advantage the opportunity 
establish securities losses for tax purposes, 
some insight provided the figures re- 
lating net securities losses average invest- 
ment portfolios. For example, one bank the 
District that reported substantial securities 
losses stated its annual report 
ers that engaged extensive tax selling 
during the year, establishing net after-tax 
investment portfolio that averaged $69 mil- 
lion. Its market transactions securities ma- 
turing over year amounted more than 
$48 million 1959, figure clearly excess 
the amount sales necessary finance 
the bank’s loan expansion during the year. 

Since for this bank the pre-tax losses 
Government securities would equal 
slightly more than twice the amount after- 
tax losses, the bank’s net losses Govern- 
ment issues amounted something over 214 
per cent its total investment portfolio. 
the published information this bank can 
used benchmark, would seem safe 
conclude that other banks experiencing 
securities losses excess per cent their 
average investment portfolios during 1959 
also engaged considerable tax switching for 
the purpose establishing losses. clear 
that banks selling for tax purposes did not 
consider themselves “locked in” their hold- 
ings Government securities, that the 
decline the market values their port- 
folios below book values could not itself 
have been factor inhibiting them from fi- 
nancing expansion loans through securi- 
ties liquidations. 

Similarly, would seem reasonable pre- 
sume that banks that established losses rang- 
ing from per cent their average hold- 
ings Government securities probably did 
engage least some tax switching. 

this reasoning correct, only the 
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Table 


Net Gains and Losses Securities Per Cent Average Investment Portfolios 
Tenth District Member Banks, 1959 


Net Gains 
Net Gains Losses 
Excess Less Than 
.01% 01% 


No.of Per No.of Per 


Deposit Size Banks Cent Banks Cent 
$50 million and over 


752 member banks appear have taken ad- 
vantage, any considerable extent, the 
securities loss provisions the Internal Rev- 
enue Code. might therefore concluded 
that most banks either were unaware the 
advantages establishing tax losses did 
not consider them desirable, either because 
they entailed showing book losses, which was 
repugnant the bank management, be- 
cause the banks did not feel was worthwhile 
devote the time and effort necessary 
effect tax switches. 

lack acquaintance with the provisions 
the income tax laws concerning securities 
losses and reluctance devote the neces- 
sary time and effort planning tax switches 
would presumably more important factors 
for small banks than for large ones. Larger 
banks are likely have specialized personnel 
whose time devoted mainly managing the 
securities portfolio. Thus might expected 
that the management large bank would 
fully aware the tax implications es- 
tablishing losses, and that the bank would 
position exercise the kind careful 
planning necessary for the successful execu- 
tion tax switches. addition, many 
smaller banks have net taxable incomes 
less than $25,000, which puts them the 


Net Losses 
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Total 


No.of Per No.of Per No.of Per 
Banks Cent Banks Cent Banks Cent 


per cent bracket the corporation income 
tax, reducing the tax-saving advantages 
establishing net securities losses. 

From this point view interesting 
examine the securities losses District mem- 
ber banks classified according bank size. 
examination Table shows that while 
only per cent the District member banks 
with deposits less than million estab- 
lished losses excess per cent their 
average investment portfolios, per cent 
the banks with deposits over $50 million 
did so. general the relative amount net 
losses securities tends increase the 
size the bank increases. 

This finding would seem confirm the 
notion that the failure least some banks 
realize the maximum possible securities 
losses can traced such factors (1) the 
weaker incentive for smaller banks the 
per cent corporation income tax bracket 
take advantage tax provisions regarding 
securities losses, (2) inadequate knowl- 
edge these provisions, (3) less meticu- 
lous management investment portfolios, 
perhaps because does not pay smaller banks 
employ specialists portfolio management. 
Nevertheless, the evidence cited here indi- 
cates that the attraction maintaining the 
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book values securities portfolios strong. 
This true even for larger banks which pre- 
sumably exercise close supervision over their 
portfolios and are fully aware the tax ad- 
vantages establishing securities losses. Only 
minority the largest banks the District 
showed losses amounting more than per 
cent their investment portfolios. 

The hypothesis that many larger banks 
the District carried substantial amounts 
unrealized securities losses their books 
the end 1959 may further tested 
examination portfolio figures for reserve 
city member banks, almost all which have 
total deposits $10 million more. Figures 
for all central reserve city and reserve city 
banks the Nation are also presented. 

The declared book values Govern- 
ment securities held these banks, they 
are shown the December 31, 1959, state- 
ments condition, can compared with the 
market values these holdings the same 
date determine the extent their unreal- 
ized losses the end 1959. The market 
values securities held central reserve 
city and reserve city banks both for the Nation 
and for the Tenth District were computed 
multiplying the par values their holdings, 
reported the Treasury Survey Owner- 


Securities Losses 


ship for December 31, the ratio market 
prices par values the securities the 
same date. Table shows the declared book 
values, together with the computed market 
values, Treasury notes and bonds for Dis- 
trict reserve city banks and for both reserve 
city and central reserve city banks across 
the Nation. the third column the table 
shown the aggregate unrealized losses 
each type security, computed subtract- 
ing the market values from the book values. 
Column indicates, for each class security, 
unrealized losses per cent book values. 
One qualification that must noted that 
some banks carry valuation reserves against 
securities. The effect building such 
reserve reduce book values below origi- 
nal costs, that the figures shown understate 
the amount unrealized losses somewhat. 
However, the practice carrying valuation 
reserves against securities quite limited; 
aggregate valuation reserves securities for 
District reserve city banks the end 1959 
amounted only about million, less 
than per cent the book values 
notes and bonds combined. 

the case each group banks the 
difference between book values and market 
values sufficiently large indicate that they 


Table 


Estimated Unrealized Losses Marketable Treasury Notes and Bonds 
December 31, 1959 


Unrealized Losses 
Book Values Market Values Unrealized Losses Book Values 
Notes Bonds Notes Bonds Bonds 
(In millions dollars) 
Tenth District 
Reserve City Banks 277.0 523.9 270.0 495.1 7.0 28.8 2.54 5.50 
All Reserve City 10,936.7 4,019.0 10,336.1 89.6 600.6 2.18 5.49 
Central Reserve 
City Banks 1,744.3 4,183.1 1,718.2 3,985.0 26.1 198.1 1.50 4.74 


SOURCES: Treasury Department, Board Governors the Federal Reserve System, and Federal Reserve Bank Kansas City. 
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bypassed the opportunity realize consider- 
able additional losses 1959. This finding 
tends confirm the conclusion that the 
maintenance book values may im- 
portant consideration even larger banks, 
both the Tenth District and throughout the 
Nation. notable that unrealized losses 
are smaller proportion book values for 
central reserve city banks than for reserve 
city banks, which tends confirm further 
the judgment that larger banks are less likely 
carry extensive unused securities losses than 
are smaller banks. 


Concluding Remarks 


Judging from the evidence presented con- 
cerning the practices District banks, ap- 
pears that there hard and fast rule that 


BANKING THE TENTH DISTRICT 


Deposits 


Reserve Reserve 


City Country City Country 
Member Member Member Member 
District Banks Banks Banks Banks 
1960 
States Change 


Tenth Dist. 
Colorado 
Kansas 
Missouri* 

Nebraska 

New Mexico* 

Oklahoma* 

Wyoming 


*Tenth District portion only. 
tLess than 0.5 per cent. 


**No reserve cities in this state. 


banks are “locked in” their holdings 
Government securities when market values 
decline. The fact that many larger banks 
evidently engaged tax switching during 
1959 may taken mean that aversion 
showing book losses securities was not 
factor limiting their willingness ex- 
tend loans. 

Nevertheless, majority banks appear 
have been reluctant establish sizable net 
losses securities, and would seem correct 
conclude that these cases their 
ness extend additional loan credit was 
least some extent correspondingly tem- 
pered. Thus the evidence appears indicate 
that the “lock-in” effect, though far from 
being universal influence, important 
one. 


PRICE INDEXES, UNITED STATES 


Apr. Mar. 
1960 1960 


Consumer Price 
(1947-49100) 


Wholesale Price Index 1208 


Prices Paid Farmers 


r Revised. 


TENTH DISTRICT BUSINESS INDICATORS 


Value 
District Check Department 
and Principal Payments Store Sales 


Metropolitan Percentage change—1960 from 


Areas 


Tenth District 
Denver 
Wichita 
Kansas City 
Omaha 
Oklahoma City 


Tulsa 


